The Economy: Developments
and Policies

In 2001 Israel’s economy suffered the worst recession it has known in a very
long time. GDP fell by 0.6 percent, per capita GDP dropped by 2.8 percent,
business-sector product went down by 1.9 percent, and employment in that sec-
tor also fell. The unemployment rate rose, and reached 10.2 percent at the end of
the year. Exports, which had led economic growth for several years, slumped,
and the balance-of-payments deficit grew to 1.5 percent of GDP. The Consumer
Price Index (CPI) rose by 1.4 percent during the year, below the lower limit of
the inflation target range of 2.5-3.5 percent for the year, but within the range
defined as price stability. The budget deficit surged to 4.6 percent of GDP?! far
in excess of the target deficit of 1.75 percent. Signs of the recession were evi-
dent in all parts of the business sector, with the high-tech, construction, and
tourism industries the worst hit. Start-ups, which had made a great contribution
to the rise in business-sector product in 2000, were directly responsible for part
of itsdeclinein 2001. The real wage per employee post increased by an average
of 2.5 percent, exceeding the minimal rise in productivity, with similar risesin
the business sector and in the public sector—following a significant increasein
2000. The effects of the recession on wages started appearing as the year pro-
gressed, and in the second half of the year the average real wage went down.
These developments continued to erode the profitability of the business sector,
as could be seen from the decline in the net return on capital, the rise in unit
labor cost, and persistent real appreciation of the NIS, athough the latter was
more moderate than in previous years. In contrast to the relatively low level of
economic activity in the business sector, there was marked government involve-
ment in economic activity: public consumption rose considerably, and empl oy-
ment in the public sector expanded very significantly. Private consumption also
continued to increase faster than did GDP, and its persistent growth prevented
the recession from being even more severe, at least in the short term.

1 Of this, about half a percent of GDP was due to the deferment of part of the US economic aid from
the end of 2001 to the beginning of 2002.
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The main causes of the slowdown in economic activity which started in the
last quarter of 2000 were shocksin Isragl and worldwide: the security situation
in Israel; the worldwide recession, particularly that in the US, which resulted
from the worldwide crisis in high-tech industries; and the crisisin capital mar-
kets throughout the world. These shocks, felt mainly through the reduction in
demand for business-sector product, became more intense during the year and
deepened therecessionin Israel. The effect of theterrorist attacksin Israel was
expressed mainly in the severe cutbacks in incoming tourism, in exports to the
Palestinian Autonomy, and in activity in construction and agriculture. The di-
rect effect of the intifada on business-sector product in 2001 is estimated at
about 3 percent. The worldwide recession and particularly that in the US af-
fected Isragl’s exports viaits effect on world trade, which led to areduction in
the demand for Israel’s export goods. The high-tech industries were affected
most, suffering not only from the worldwide slowdown but aso from the crisis
in the capital markets. The direct effect of the high-tech shock on the growth of
the business sector is estimated at 2.8 percent of its product.

On the fiscal side, macroeconomic policy in 2001 was marked by the break
in the pracess of adopting the norms accepted by the world’s advanced econo-
mies, and there was even some movement away from them, while on the mon-
etary side price stability was preserved, with some easing of monetary restraint.

The budget deficit rose to 4.6 percent of GDP in 2001, compared to the
target of 1.75 percent. The deviation from the target was caused mainly by rev-
enues—nboth tax and non-tax— falling short of the forecast, essentially because
of the recession and because pricesrose by less than the assumption underlying
the budget. Government expenditurein nominal termsincreased in linewiththe
budget, but the rise in real terms exceeded the planned figure because of the
lower than expected price increases. Thusthe real increase in expenditure (de-
flated by the business sector-product deflator) of more than 5 percent, follow-
ing asimilar increase in 2000, combined with the standstill in GDP, raised the
share of public expenditure in GDP to 54 percent. The composition of budget
expenditure also deteriorated, with alarger share going to current expenditure,
especially wages and transfer payments. The tax burden, which in 2000 had
reached 41 percent, higher than the rate throughout the 1990s, remained at this
level in 2001. Fiscal developmentswere manifested by the reversal of the down-
ward trend of gross public debt, and the debt rose to 98.1 percent of GDP, up
from 93 percent in 2000. The weakening of fiscal control and the persistent
high tax burden are likely to undermine the credibility of economic policy and
create expectations of tax hikes, which would impede the return of the economy
to a path of sustainable growth and the realization of its growth potential.

Monetary policy in 2001 continued to focus on achieving the inflation target
while maintaining stability, and was reflected by the continued gradual and al-
most constant lowering of the Bank of Israel’s interest rate. The recession—in
the form of the decline in GDP and an increase in the output gap—the severity
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of which became clear in the last quarter of the year, had a stronger than antici-
pated effect in moderating price increases, and thus brought inflation to below
the target. It isimportant to emphasi ze that the gradual and cautious cutsin the
interest rate, in the light of the rapid increase in the budget deficit and against
the background of the domestic and overseas shocks that affected the economy,
afforded stability to the financial and foreign currency markets, a factor which
could not be taken for granted in the situation prevailing in 2001.

An ex-post analysis of macroeconomic policy shows that a dightly faster
rate of lowering the Bank of Isragl’s interest rate combined with fiscal disci-
pline which would have restricted the deviation of the deficit from the target to
half a percent of GDP would have reduced the extent of the deviation of both
the deficit and inflation from their targets. Such a policy would not have con-
tributed much to growth in 2001 because of the intensity of the external shocks;
nevertheless, it may reasonably be assumed that it would have led to a more
gradual and smoother movetowardsthe policy mix which waseventually adopted
for 2002—monetary expansion and areturn to fiscal discipline, amix which, if
implemented, will support areturn to economic growth.

As the recession worsened towards the end of the year, the government de-
cided to revise the growth rate assumption underlying the budget, and to make
deep cuts in the budget (relative to the original proposal), and it set a deficit
target of 3 percent of GDPfor 2002, and adownward deficit path for the deficit,
to reach 1 percent of GDPin 2005. This was the backdrop to an agreement in
December covering the adoption of several policy measures, including a 2 per-
centage-point reduction in the Bank of Isragl interest rate, and a number of
structural changes to the money markets which would increase the Bank’ s flex-
ibility in operating the monetary instruments, advance the liberalization proc-
essin the foreign currency market towardsits completion at the end of the year,
and help (alittle) to make the exchange-rate regime more flexible. It was as-
sessed that these steps would enable price stability to be maintained at alower
rate of interest while supporting real depreciation which would help exports to
recover faster when world demand picks up.

From thetime of the announcement of the ‘ package’ until themiddle of March
2002 the NIS depreciated by about 10 percent against the dollar, and in January
and February the CPI rose by a cumulative 1.9 percent. Thistook place against
the background of the approval of the budget, which, according to updated as-
sessments, is not consistent with the deficit target of 3 percent of GDP unless
significant further cuts are made. The budget approved will also make it more
difficult to attain the target for 2003. Changes in the composition of budgetary
expenditure in 2002, particularly moves to increase taxes, do not support sus-
tainable growth. Under these conditions it is doubtful whether price stability
can be maintained at the interest rate which prevailed at the end of 2001, and
interest will therefore be adjusted as required to ensure stability under the
changing circumstances.
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1. MAIN DEVELOPMENTS

In 2001 Israel’seconomy suffered itsworst recession for avery long time. GDPfell by
0.6 percent, per capita GDP dropped by 2.8 percent, business-sector product went
down by 1.9 percent, and employment in that sector also fell. The unemployment rate
rose, and reached 10.2 percent by the end of the year. Exports, which had led economic
growth for several years, slumped, and the balance-of-payments deficit grew. The
Consumer Price Index (CPl) went up by 1.4 percent during the year, below the lower
limit of the inflation target range of 2.5-3.5 percent for the year, but within the range
defined as price stability. Signs of the recession were evident in all parts of the busi-
ness sector, with high-tech industries, construction, and tourism the worst hit. Start-
ups, which had made a great contribution to the rise in business-sector product in
2000, were directly responsible for part of its decline in 2001. In contrast to the rela-
tively low level of economic activity in the business sector, there was marked govern-
ment involvement in economic activity: public consumption rose considerably, and
employment in the public sector expanded very significantly. Private consumption
also continued to increase relatively quickly, and its persistent growth prevented the
recession from being even more severe in the short term (Tables 1a, 1b and 2, and
Figure 1).

The main causes of the slowdown in economic activity which started in the last
quarter of 2000 were shocks in Isragl and worldwide: the security situation in Isragl;
the global recession, particularly that in the US, which resulted from the worldwide
crisisin high-tech industries; and the crisis in capital markets throughout the world.
These shocks, felt mainly through the reduction in demand for business-sector prod-
uct, became more intense during the year and deepened the recession in Isragl. The
effect of the terrorist attacks in I srael was expressed mainly by the severe cutbacksin
incoming tourism and in exports to the Palestinian Autonomy, but unskilled-labor-
intensive industries (mainly construction and agriculture) also suffered. The main ef-
fect wasfelt on the demand side, but supply was also affected, albeit to alesser extent,
by the reduction in employment of Palestinian workers. The direct effect of theintifada
in 2001 on the growth of the business sector is estimated at about 3 percent of busi-
ness-sector product. The worldwide recession and particularly that in the US affected
Israel’ sexportsviaits effect on world trade, which led to areduction in the demand for
Israel’s export goods. The high-tech industries were affected most, suffering not only
from the worldwide slowdown but also from the crisis in the capital markets. The
direct effect of the high-tech shock on the growth of the business sector is estimated at
2.8 percent of its product.

Some measure of slowdown in the rate of economic growth was expected without
reference to the factors outlined above, as the high rates of growth achieved from the
fourth quarter of 1999 to the third quarter of 2000, which were based inter alia on the
‘technology bubble,” cannot be maintained in the long run. If the two years 2000 and
2001 are viewed together—the first exceptiona in its growth rate and the second ex-
ceptional in its recession—an average annual growth rate of about 3 percent is ob-
tained for both GDP and business-sector product, similar to the rates from 1997 to
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Figure 1: Key Economic I ndicators
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Table l1la
Israel: Basic Economic Data,? 1986-2001

1986- 1990- 1993- 1997-
1089 1992 1996 1999 1999 2000 2001

Mean population (' 000s) 4,407 4911 5473 5974 6,121 6,283 6,437
Population growth rate (percent) 16 4.3 26 25 25 26 24
Israelis employed (' 000s) 1,420 1,573 1,900 2,083 2,137 2,221 2,270
GDP (NIS billion, 2001 prices) 260 307 373 429 429 468 465
GDP growth rate (percent) 3.6 6.4 55 29 26 64 -06
Per capita GDP ($'000s, current prices) 87 121 151 171 167 179 172
Unemployment rate (percent) 71 105 7.8 83 89 88 93
Inflation rate (during year, percent) 182 150 111 56 13 00 14

Current-account deficit (percent of GDP) 0.2 11 4.8 27 29 12 15
Foreign-exchange reserves ($ billion) 5.2 6.2 86 223 232 238 241
Net foreign debt (percent of GDP) 470 285 242 122 99 64 39

aAnnual averages.
SOURCE: Based on Central Bureau of Statistics data.

1999 and significantly below the potential growth rate. Thus, the period from 1996 to
2001 saw a constantly widening output gap (with the exception of a period of six
guarters), with constant erosion of profitability as measured by a decline in the net
return on capital. Thelong-term erosion of profitability was due among other thingsto
high tax rates and persistent real appreciation (Figure 3a).

On the fiscal side, macroeconomic policy in 2001 was marked by the break in the
process of adopting the norms accepted by the world’s advanced economies, and there
was even some movement away from them, while on the monetary sidethe disinflation
process was compl eted with the convergence to price stability. In the years 1996-2001
the overall budget deficit hovered around an average of 4 percent of GDP, and the
shares of public expenditure and the tax burden remained at 54 percent and 40 percent
of GDP respectively. This contrasts with the experience of most OECD countriesin
the same period, where deficits declined drastically or even turned into surpluses, with
the share of public expenditure declining and the tax burden rising slightly.? Inflation
fell in this period from about 10 percent a year to the range defined as price stability
which has prevailed since 1999. Thiswas due among other thingsto thetight monetary
policy, reflected from 1998 to 2000 by arise in the real short-term interest rate (the
Bank of Isradl’s interest rate deflated by twelve-month inflation expectations) to 7
percent; in 2001 monetary policy eased somewhat, with the real interest rate declining
to an average of 5 percent.

The composition of usesin 2001 indicates that exports were at the forefront of the
slowdown; thesefell by 10 percent in volume (excluding diamonds), after rising by 25

2 The share of public expenditurein GDPin Isragl ishigher than that of every OECD country, andis 13
percentage points higher than the average; the share of the tax burden is 3 percentage points higher in
Israel than in the OECD.
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percent in 2000, and by 10 percent in each of the years from 1997 to 1999. In contrast
to the drop in exports, domestic uses (excluding direct defense imports) rose by 1.5
percent, although this was far slower than their increase in 2000 (Table 2). The most
notable features of the change in uses was the rise in public and private consumption
(excluding durabl es) and the sharp declinein investments. Public consumption rose by
2.9 percent in volume, due mainly to an increase in civilian consumption and to some
extent to a rise in defense expenditure resulting from the security situation. Private
consumption went up by 3.3 percent, i.e., arise of about 1 percent in per capita con-
sumption. Therisein private consumption in 2001 was partly the result of theincrease
in the real wage, and was consistent with the 3 percent rise in disposabl e income from
all sources, while GDPfell. Investment, the share of which in GDP has been fallingin
the last few years, declined sharply in 2001. Nevertheless, it is still at a high level,
reflected by a5 percent increase in capital stock to the beginning of 2002.

Despite the recession, the annual rate of unemployment rose relatively slowly in
2001 to 9.3 percent of the civilian labor force (i.e., 233,000 unemployed persons).
Unemployment started rising only in the third quarter, and by the end of the year had
reached 10.2 percent. Unemployment, which reacted to the recession with alag, as it
doesin most business cycles, did so more moderately as aresult of alargeincreasein
the number of employees in the public sector.> As economic activity slowed, labor
input in the business sector contracted by 3.5 percent, and affected most industries,
particularly agriculture, and hotels and catering, which were affected directly by the
intifada. The decline in labor input in the business sector aso reflected the drastic
reduction (80 percent) in the number of Palestinian workers (with a 15 percent in-
creasein the number of foreign workers), while the number of Isragli employeesin the
sector continued to rise, abeit by a modest 1.4 percent. The real wage per employee
post, excluding Palestinian workers, rose by 2.5 percent on average, 2.5 percent in the
business sector and 2.7 percent in the public sector, after rising significantly also in
2000, and exceeding the minimal increase in productivity. The effects of the recession
on wages started appearing as the year progressed, and in the second half of the year
the real wage dropped, led by the construction and financial servicesindustries.

The balance-of-payments current account deteriorated somewhat in 2001, and the
deficit came to $1.7 billion, at current prices, up from $1.4 billion in 2000. This was
dueto alargefall in exports of both goods and services, and a more moderate decline
inimports. Intermsof the saving and investment account, the deterioration reflectsthe
drop in the national saving rate, mostly in public saving, together with a smaller de-
clineintheinvestment rate (Table 3). A risein the current-account deficit is atypical of
a period of recession, and it occurred as a result of the specia characteristics of the
current recession which was led by exports, in the same way as growth in 2000, which
was aso led by exports, led to areduction in the deficit. The main reason for thefall in

3 Thisincludes, in addition to employees of the general government, those private-sector employees
employed in public services such as education and health and welfare. A large part of the payment to the
private sector for itsactivitiesin these areasis made viathe general government. Thefigurerelating to the
number of general government employeesisbiased further as someare employed viaemployment agencies,
and are therefore sometimes classified under the business services industry.
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declined by 10 percent
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reached 10.2 percent.

The effects of the
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and in the second half
of the year the real
wage went down.
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the volume of goods exportswas the worldwide slowdown which reduced world trade,
and in particular the crisisin high-tech industries. Israel’s exportsfell by relatively far
more than did world trade, as high-tech exports play such a significant role in the
former, and led to rapid expansion of exportsin the last few years. Exports of services
were greatly affected by the huge drop in the export of tourist services resulting from
the security situation, adecline which worsened following the events of 11 September,
and by the fall to almost zero of exports of start-up companies due to the worldwide
crisis in the high-tech industries. The decline in imports consisted of a reduction in
factor-input services, and a contraction of goods imports, due to the lower level of
activity. The marked drop in factor-input services can be explained by reduced pay-
ments of dividendsto nonresidents on profitsarising from the sales of start-ups, and by
the reduction in wage paymentsto Pal estinian workers, which was only partially offset
by acertain rise in the number of foreign workers.

The CPI rose by 1.4 percent in 2001, inflation waslower than the target for the third
year in succession, but was within the long-term target range of 1-3 percent, defined
as price stability. Prices did not change uniformly over the year: in the first half they
increased by 1.1 percent, while in the second half they remained virtually unchanged,
as the rise in the third quarter was almost entirely offset by the reduction in the last
quarter (Figure 24). Following continuous reductions in the interest rate since the be-
ginning of the year, inflation expectations and the Bank of Israel forecasts of inflation
in September and October approached the upper limit of the target range for 2001, and
it appeared that the changed trend would persist; as a result, the reductions in the
interest rate were brought to atemporary halt. They restarted in November, when in-
flation expectations and forecasts went down again (Figure 2b).

Asinthe past few years, monetary policy in 2001 focused on achieving theinflation
target while maintaining stability, and was reflected by steady and almost continuous
reductionsin the Bank of Isragl’sinterest rate. It seemsthat the recession—expressed
asadeclinein business-sector product and awidening of the output gap—theintensity
of which only became apparent towards the end of the year, acted more strongly than
had been anticipated in holding back the rate of price increases, so that inflation fell
below the target range. It isimportant to stress, however, that the preservation of sta-
bility, reflected in the gradual and cautious cutsin the interest rate, lent stability to the
financial and foreign currency markets, something which cannot be taken for granted
in the light of the rapid increase in the budget deficit and the domestic and external
shocks to the market.

The budget deficit increased to 4.6 percent of GDP, compared with the target of
1.75 percent.* Most of the deviation of the deficit from the target was due to the short-
fall of revenues, both tax and non-tax, from the forecast, mainly because of the reces-
sion, and to pricesrising more slowly than had been assumed in preparing the budget.
Nominal government expenditure rose in accordance with the budget, but as prices
rose more slowly than had been assumed, the real risein expenditure was greater than

4 About half apercent of GDP of the 2001 deficit is due to the postponement of the transfer of part of
the US economic aid for 2001 to 2002.
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planned. The rise of 5 percent in real terms (deflated by the business sector-product
deflator) on the heels of asimilar risein 2000, while GDP marked time, increased the
share of public expenditure in GDP to 54 percent, higher than that in any of the OECD
member countries. The rise in expenditure—most of which was in current civilian
expenditure, particularly wages and transfer payments, and to alesser extent in defense
spending, and not on investments—islikely to persist. Thetax burden, which had risen
to 41 percent in 2000, higher than in the 1990s, stayed at this level in 2001. These
budgetary developments were reflected in a reversal of the downward trend of the
gross public debt, which rose to 98.1 percent of GDP in 2001 from 93 percent in 2000
(Table 4). Israel’s debt, deficit, expenditure, and tax relative to GDP are all high com-
pared to the accepted normsin the advanced countries. Nevertheless, | sragl’s reaction
to the severe recession, increasing the deficit further, was more acute that those of the
OECD member countries, which reduced their budget surpluses by an average of half
a percent of GDP. They did so mainly by cutting taxation, while Israel increased its
deficit by about 4 percent of GDP, far in excess of what could be attributed to the
severity of the recession.®

Table 1b
Basic Economic Data: An International Comparison, 1990-2001
(percent)
1990 2001 19912001 average
Israel G7° OECD¢| Israel G7 OECD|lsrael G7 OECD
Population growth rate? 31 07 05 24 05 05 32 06 07
GDP growth rate 62 26 31 -06 08 09 44 24 21
Per capita GDP growth? 31 19 26 -28 03 04 15 18 14
Per capita GDP?
($'000s, current prices) 11.3 216 169 172 310 271 156 277 211
Unemployment rate 96 56 59 93 6.0 65 88 65 70
Inflation rate (average) 172 50 102 11 11 29 8.2

Inflation rate (during year) 176 52 9.9 14 21 36 82 24 45
Current-account deficit? (-)

(percent of GDP) 03 -05 -06 -15 -16 -12 31 04 -03
Net public debt?
(percent of GDP) 144.7 60.0 57.0 843 479 434 917 491 451

aFigures for the G7 and OECD countries for 2001 (and for the 1991-2001 average) are estimates.

b G7 countries: US, UK, Germany, Italy, Japan, France, Canada.

¢ Organization for Economic Cooperation and Development.

SOURCE: OECD Economic Outlook, 2001; World Economic Outlook, 2001, and Bank of Israel
annual reports.

5 The high-tech oriented Southeast Asian countries (Hong Kong, K orea, Singapore and Taiwan), whose
economies were severely affected by the slump in those industries (see Box in Chapter 1 of the
accompanying Research Department report) increased their general government deficits (or reduced their
surpluses) by lessthan Israel did.

Government expendi-
ture rose (in nominal
terms) in line with the
budget, but as prices
went up more slowly,
the real rise was higher
than that planned.
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Towards the end of the year the recession became more severe, and the government
decided to amend the forecast growth figure underlying its budget, and to cut back
significantly on the origina budget proposal, reverting to a downward deficit path,
with the deficit declining from 3 percent of GDPin 2002 to 1 percent of GDP by 2005.
Against this setting, an agreement was reached covering the adoption of several policy
measures, including an exceptional 2 percentage-point reduction in the Bank of Israel
interest rate, and a number of structural changes to the money markets which would
increase the Bank’sflexibility in operating the monetary instruments, advance the lib-
eralization processin the foreign currency market towards its completion at the end of
2002, and help (alittle) to make the exchange-rate regime more flexible. The view was
taken that under the prevailing conditionsit would be possible to maintain price stabil-
ity at alower rate of interest.

Thereal appreciation® of the NIS which was evident during the 1990s continued in
2001, albeit at a slower rate (Table 7). Real appreciation persisted despite nominal
depreciation and the moderate rise in business-sector-product prices, and was affected
by the fall in import and export prices (in dollar terms). The widening of the interest-
rate differential during the year between Israel and abroad, which resulted from the
faster reductionsininterest inthe USthanin Israel, prevented more rapid depreciation
of the NIS. Bethat asit may, it is doubtful whether such depreciation, with the damp-
ened level of demand abroad, would have offset the adverse effects on exports to any
significant degree. Nevertheless, in the light of the recession in economic activity, the
sharp cut inthe interest rate at the end of the year, if accompanied by fiscal discipline,
is likely to create real depreciation which could help exports recover quickly once
thereisarevival in world demand.

An ex-post analysis of macroeconomic data relating to 2001 raises the question
whether a macroeconomic policy mix different from that adopted would have helped
encourage activity in 2001 or create conditions making it easier to get onto a path of
future sustainable growth when external factorsimprove.” In particular, would afaster
rate of reducing the Bank of Israel interest rate have created real depreciation, could
such depreciation have encouraged higher export growth while meeting the inflation
target, and would a smaller budget deficit and a different composition of expenditure
have helped boost growth in 2001 and the next few years? Based on quantitative esti-
mates of the relation between interest and inflation it may be estimated that a dightly
faster rate of interest-rate reduction amounting to an extra reduction of 1 to 1.5 per-
centage points over the year would have brought inflation into the target range for the
year and might have hel ped create a certain measure of real depreciation, especiadly if
fiscal policy would have helped to curtail the rise in the deficit. Restricting therisein
the deficit (compared to that in 2000) to the ‘automatic stabilizers' alone would have
increased the budget deficit to 2.3 percent of GDP (excluding the deferment of the US

6 The real exchange rate is defined here as the ratio of export prices to the business-sector-product
deflator.

7 Itisobvious, but still worth mentioning, that an ex-post analysis of policy usesinformation some of
which at least was not available at the time policy decisions were made, such as the sharp fal in tax
income and the price reductions in the fourth quarter of the year.
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economic aid) instead of the actual riseto 4 percent of GDP. In other words, the actual
deficit rose by 1.7 percent of GDP more than the rise deriving from the slowdown in
activity. Thisexcessincreaseistheresult of the asymmetry between the effect of lower
than expected prices on expenditure and that on income (via the release of the price
reserve), an increase in transfer payments (not deriving from the recession), and an
overestimate of non-tax income. Thus, in effect the policy adopted was ‘actively
countercyclical,” in addition to the operation of the automatic stabilizers.

It would be reasonable to adopt such an actively countercyclical policy once the
credibility of the debt- and deficit—reduction strategy is established. This credibility
depends on where along the process the economy is situated. After a sufficiently long
period when debt, public expenditure and taxation rel ative to GDP have declined steadily
towardstheinternationally accepted levels, the credibility of the policy will be strength-
ened, and a countercyclical policy would not be interpreted as an abandonment of the
process towards these standards. On the other hand, in a situation wherethereisalack
of credibility in the policy, an expansionary countercyclical policy might have the
effect of reducing activity, asthe public internalizes the future taxation needed to cover
therisein public expenditure which is perceived aslikely to persist. Moreover, lack of
credibility creates uncertainty among foreign and domestic investors who respond by
cutting back on their investments, and by requiring a higher rate of return on them.
This reaction will itself have a moderating effect on activity, which islikely to grow
stronger the longer the deviations from targets persist.

The above analysis shows that faster reductions of interest by the Bank of Israel
combined with fiscal disciplinewhich would have curtailed the deviation of the deficit
from its target to that determined by the automatic stabilizers, half a percent of GDP,
would have reduced the amount by which the deficit and inflation deviated from their
targets in 2001. This policy would not have made a great contribution to growth in
2001, because of the intensity of the external shocks. Nevertheless, it would have
enabled a smoother, more gradual move towards the policy mix eventually chosen for
2002—some monetary expansion and areturn to fiscal discipline, acombination which,
if implemented according to plan, will support real depreciation and thereby help a
return to growth.

2. REAL ECONOMIC DEVELOPMENTS

After unprecedented rates of growth from mid-1999 to the third quarter of 2000, there
was a sharp reversal in activity in the fourth quarter of 2000, and the economy slid
rapidly into recession, which intensified during 2001 (Table 2). GDP fell by 0.6 per-
cent in 2001, and business-sector product by 1.9 percent. Excluding the activity of
start-ups, business-sector product declined by 0.6 percent. In the same way as exports
and the activity of start-ups had led the sharp rise in activity in the previous six quar-
ters, they led the lump in activity in 2001: the output of start-ups, which had surged by
209 percent in 2000, plunged by 32 percent in 2001. On the other hand, domestic uses
continued to expand, and increased by 1.5 percent, far more slowly than the rise of
3.1 percent in 2000. Thus, in the short term, the increase in private and public con-

11

In a situation where
there is a lack of
credibility in the policy,
an expansionary
countercyclical policy is
likely to have the effect
of reducing activity, as
the public internalizes
the future taxation
needed to cover the
rise in public expendi-
ture which is perceived
as likely to persist.

Faster reductions of
interest by the Bank of
Israel combined with
fiscal discipline which
would have curtailed
the deviation of the
deficit from its target to
half a percent of GDP
would have reduced the
deviation of both the
deficit and inflation from
their targets in 2001.

In the same way as
exports and the activity
of start-ups had led the
sharp rise in activity in
the previous six
quarters, they led the
slump in activity in
2001.



The growth of private
consumption despite
the recession in
economic activity and
the high rate of
unemployment appar-
ently derived from the
persistent rise in the
real wage.

BANK OF ISRAEL RESEARCH DEPARTMENT, ANNUAL REPORT 2001

sumption prevented a deeper recession (see Chapter 1 of the accompanying Research
Department report).

Private consumption grew by 3.3 percent in 2001 in real terms (about 1 percent per
capita), slower than the rise of 6.6 percent in 2000, but similar to the increase in 1999.
The increase reflected arise in current consumption, whereas purchases of durables
fell after rising considerably in 2000. The growth of private consumption despite the
recession in economic activity and the high rate of unemployment apparently derived
from the persistent rise in the real wage and the relatively high propensity to consume
wageincome. Therisein private consumption is consistent with the 3 percent increase
in disposable income from all sources, despite the drop in GDP.

Gross domestic investment went down by 3.9 percent in 2001, continuing the de-
cline in 2000. Total domestic investment minus the rise in inventory (investment in

Table 2
Sources and Uses in 1997-2001%

1997— 2000— 2001
1999 2000 2001 2001 ] Il i
Sources and uses
GDP 29 6.4 06 2.8 13 32 -52 66
GDP excluding start-ups 2.7 4.4 0.4 24 21 05 -36 64
Business-sector product 3.0 85 -19 3.2 04 62 66 99
Business-sector product
Excluding start-ups 2.7 57 -06 25 15 25 -44 96
Private consumption 38 6.6 33 4.9 54 22 45 53
Excluding durables 41 51 39 45 4.8 6.1 6.2 -52
Public consumption 24 11 29 20 18 30 22 121
Fixed investment -14 11 -66 -28 18 -188 -48-245
Nonresidential 0.3 43 -43 01 9.7 220 -01-371
Residential 50 -72 -128 -101 31 77 36 -18
Domestic investment excluding
stock of start-ups -12 74 62 68 50 220 -219-416
Exports 87 239 -110 50 22 -20.7 -169 -16
Excluding diamonds 105 253 -10.1 6.1 155 -229 -255 0.2
Excluding start-ups 87 193 -74 51 -217 00 -125 -6.1
Tourism exports 25 16 414 -228 -103 -61.8 -27.3-385
Goods exports 77 223 81 6.0 -183 -180 -11.8 25
Uses 3.9 82 -18 31 14 91 -58-107
Imports 65 122 44 36 -120 -143 -148 -93
Excluding defense imports,
ships, planesand diamonds 5.8 150 4.2 5 -119 -103 -104 -16.5
Domestic uses 25 31 15 2.3 40 -40 -05-182
Unemployment rate? 8.3 8.8 9.3 9.1 8.6 8.7 9.6 10.2
Business-sector employment® 1.4 4.4 14 30 -02 54 -10 48
Average hours worked? -0.2 15 22 04 -39 -03 -79 00

a Seasonally adjusted data; rates of change over preceding period, in annual terms.
b Percentage of labor force.

¢ Rate of change of number of Isragli employeesin the business sector.

d Average of hours worked per Isragli employee in business sector (rate of change).
SOURCE: Based on Central Bureau of Statistics data.
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capital assets) fell by 6.6 percent, after rising moderately in 1999 and 2000. This de-
cline reflects the marked drop in construction activity and in housing investment, but
also the reduction in other components of investment. Investment in the principal in-
dustries declined by 4.3 percent after rising by the same amount in 2000, so that gross
business capital stock to the beginning of 2002 will be about 5 percent greater than a
year earlier. Thisisalower increase than in 2000 (6.6 percent), but is similar to that of
potential growth.® There were two main causes for the declinein investment in 2001
the first was growing security-related and economic uncertainty, mainly due to the
terrorist attacksin Isragl and the worldwide economic slowdown, which resulted in the
deferment of investments. The second reason wasthefall in economic activity and the
sharp decline in share prices, reflecting investors expectations of a reduced income
flow from the projects in which they invested. Other factors which contributed to the
decline in expected receipts included the persistent fall in the return on capital, due to
therise in the real wage outstripping therise in labor productivity, the rise in the capi-
tal/GDPratio, and the sharp increase in unit labor cost (Table 5). The downward trend
of housing investment accelerated in 2001, with the fall reaching 12.8 percent. This
reflects the effect of the security situation and the uncertainty it causes, which reduces
both the demand for housing and the supply, due to the sharp reduction in the number
of Palestinian workers. The lower demand for investment in housing and commercial
property due to the recession became the dominant effect in 2001, and led to afall in
prices. Investment in buildings and in earth works went down by 7.3 percent, and in
machinery and equipment by 8.6 percent. The owdown also affected investment in
non-tangible assets (software) which declined by 1.1 percent, following significant
increases in the last few years.

Table 3
Saving, Investment, and the Current Account, 1990-2001
(percent of total revenue, annual rates)
199092 1993-96 1997 1998 1999 2000 2001

Gross saving rate 20.2 19.6 19.3 19.6 191 193 180
Public -0.6 -04 -13 -13 22 05 -16
Private 20.8 19.9 20.6 20.9 214 197 196

Gross investment 212 239 229 20.8 219 204 195

of which Business sector  12.7 15.7 15.0 14.4 14.9 142 132
Current account of
balance of payments -1.0 4.3 -3.6 -11 27 12 -15

SOURCE: Based on Central Bureau of Statistics data.

The direct effect of the deterioration in the security situation and the worldwide
economic slowdown on business-sector product (relative to potential growth) in 2001
isestimated at about 6 percent of GDP. Thisdoes not take into account indirect aspects

8 The estimate of theincreasein effective capital stock might be biased upwards, asin periods of
structural and technological change the effective discard rate is likely to be faster than that used in
the estimate of capital stock.
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of the shocks on consumption and investment which follow on from the direct effects.
It seems therefore that macroeconomic policy could only act on the margin to prevent
further deterioration. Macroeconomic policy will be judged by its ability to support a
rapid recovery from the recession and its success in placing the economy on a path to
sustainable growth once the world economy, led by that of the US, starts recovering.

3. FISCAL DEVELOPMENTS

In 2001 fiscal policy departed from its path towards the standards of fiscal manage-
ment accepted in the advanced countries, a departure reflected by an increase in the
share of public debt, public expenditure, deficit, and taxesin GDP. Thelarge deviation
of the deficit from itstarget in 2001, and the upward revision of the targetsfor the next
few years, combined with the rate of increase in and the composition of public ex-
penditure in 2000 and 2001 cast a shadow over the nature of the deviation from the
path (see Chapter 3 of the accompanying Research Department report).

The share of the public sector in GDP increased considerably in 2001 and reverted
to the level of the mid-1990s, about 54 percent (Table 4). For comparison, the share
was 52.2 percent in 2000, and the average rate in the OECD countriesis 42 percent.®
Thisreflectsasignificant real rise of about 6 percent (adjusted by the business-sector-
product deflator) in current expenditure of the public sector. The rise encompassed
public consumption as well as transfer payments, whereas expenditure on the capital
account did not increase, and direct investments actually went down dlightly.’ The
increase in defense expenditure explains only about one fifth of the risein the share of
public expenditure; the rest of the increase came from arise in civilian expenditure.
The two items boosting civilian expenditure were the marked acceleration in volume
growth (of about 3.2 percent compared with 1.6 percent in 2000) including arisein
labor input, and a continued rapid increasein the prices of public consumption (includ-
ing the hourly wage) adjusted by the business-sector-product deflator. Transfer pay-
ments went up by 13 percent and their share in GDP rose by 1 percentage point. This
reflects the rapid increase in the number of those entitled to receive them and arisein
the size of the allowances resulting from the increase in the average wage (to which
most transfers are linked) and from statutory changes (the Large Family Law, and the
rise in payments to the disabled). Only about 20 percent of the risein National Insur-
ance payments are attributabl e to increases in unemployment pay and income support,
only marginally higher than their sharein total allowances.

The tax burden rose from 39 percent in 1999 to 41 percent in 2000, and stayed at
that level in 2001, having remained stable throughout the 1990s. Most of the increase
inthetax burden, about half apercent of GDP, wasin direct taxes (including payments
to the National Insurance Institute), while the share of indirect taxes dipped. The rise

9 Thedifferencein defense expenditure between | srael and the average of the OECD countries accounts
for about half of the difference between the level of public expenditure in Israel and that in the OECD.

0In contrast, investment in the transport infrastructure not financed by the government increased
(e.g., inthe cross-lsrael highway).
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in the tax burden and in current expenditure, asignificant part of which is of a perma-
nent nature, reducing the potential to reduce the burden in the future, acts counter to
the objective of steering the economy back onto a path of sustainable growth. In addi-
tion, the relatively high tax burden (even before its rise in 2000) and its composition
are in part responsible for the low growth rates of business-sector product and the
reduction in productivity in the last decade.™*

The combination of the rapid rise in public expenditure and the far dower increase
in income resulted in a marked expansion of the 3.8 percent of GDP in the genera
government deficit; the overall central government budget deficit (excluding credit
advanced), the path of which is legally determined, reached 4.6 percent of GDP in
2001 (about half apercentage point of thiswas due to the postponement of the transfer
of some of the US economic aid from the end of 2001 to the beginning of 2002). The
budget deficit deviated by almost 3 percent of GDP from its target of 1.75 percent.
Thiswas mainly due to domestic receipts from taxes and other sourcesfalling by more
than had been forecast, especialy as the rise in prices was below what was expected,
and to the lowdown in activity, while expenditure rose at therate planned in the budget.
Therisein nominal expenditurein accordance with the budget meant that thereal rise
was higher than that planned, because prices rose by |ess than expected in the budget,
asstated above, and yet the price reserve wasreleased, mainly dueto theriseinthereal
wage. Theincreasein the deficit, together with the depreciation of the NIStowardsthe
end of the year which increased the foreign currency debt, werereflected intherisein
the share of gross public debt in GDP to 98.1 percent, a rise which is expected to
increase the cost of servicing the debt in the next few years.

The policy pursued in 2001 may be described as enabling the automatic stabilizers
to operate, and to some extent as actively countercyclical. An attempt to offset fully
the reduction in income due to the recession, i.e., fully offsetting the automatic stabi-
lizers, by raising taxes or sharply cutting back on expenditure in order to meet the
target deficit, would have constituted excess constraint in the prevailing economic
conditions. The upper limit of the deficit determined for 2001, which was about 1
percentage point higher than the actual deficit in 2000, allowed some leeway for the
expression of the automatic stabilizers. However, the real risein expenditurein excess
of that planned deviated from the extent of the operation of the automatic stabilizers,
and undermined credibility of economic policy. The return to the downward deficit
path set by the government for 2002 and thereafter isvital to avoid the negative effects
of loss of credibility of fiscal policy.

4. THE LABOR MARKET

The sharp slowdown in economic activity in 2001 was reflected in the slack in the
labor market—the total number of employed persons did not change, the rate of unem-

1 SeeY. Lavi and M. Strawczynski (2001) “Policy Variables and Growth: Evidence from Israel,”
Applied Economics Letters.
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ployment rose, and therisein thereal wage slowed down during theyear. Thetrendsin
unemployment and wages did not change until the middle of the year, and thus re-
sponded, with thetypical lag, to the recession. The number of employed personsinthe
business sector went down by 1.5 percent, or 28,000 workers. This was made up of a
decline of 83,000 Palestinian workers, and an increase of 22,000 Israeli employees
and 33,000 foreign workers. On the other hand, employment in the public services
rose steeply by 4.4 percent. Although the rate of unemployment remained steady in the
first half of theyear,*? it rosein thethird and fourth quarters of the year, reaching 10.2
percent by the year-end. The average participation rate, 54.4 percent, remained similar
toitslevel in 2000. Thereal wage in the business sector, which went up by 3.3 percent
annual average (including Palestinian workers), changed direction in mid-year and
dropped by 1.8 percent in the second half compared to the first half (see Chapter 2 of
the accompanying Research Department report for afull discussion).

The contraction in business-sector employment (including Palestinian and foreign
workers) covered most industries, and was particularly marked in agriculture, con-
struction, and hotel and catering services. The declinein thefirst two reflects the dete-
rioration in those industries, which became even more intense due to the security situ-
ation, which resulted in an 80 percent drop in the number of Palestinians employed.

Employment of Israelis was affected by the fall in demand for labor and the sharp
contraction in the number of Palestinian workers. The number of Israelis employed in
construction and tourism rose slightly, and the number of foreign workersin them rose
considerably, partially offsetting the drop in the number of Palestinian workers. Onthe
other hand the number of Israelis employed in agriculture and manufacturing went
down in line with the decline in the number of Palestinian workers. The considerable
increase, 7 percent, in the number of Israelis employed in business services following
a 15 percent rise in 2000 offset the sharp decline in the number of Palestinian workers
in these industries.®* The total number of Isragli employees in the business sector
increased by 1.4 percent lower than the rise in the labor force, so that this sector con-
tributed 1 percentage point to the rise in the rate of unemployment. The significant
increase of 4.4 percent in the number of Israelis employed in the public sector offset
about half a percentage point in the rise in the rate of unemployment.

Theaverage real wage per employee post (excluding Palestinian workers)' rose by
2.1 percent in 2001 compared to its level in 2000, reflecting a 2.5 percent rise in the
real wage in the business sector and a 2.7 percent risein the public sector. Therisein
the business sector continued its marked increase in the last few years, and encom-

12 The stability reflects adownward biasin the rate of unemployment in thefirst half of the year, asthe
estimate of employed personsincludes asignificant risein the number of temporary absenteesfrom work,
who are recorded as being employed, although many of them are not expected to return to work.

13 Annual datafor the changein employment in the two-digit industriesin the business servicesindustry
areunavailable. Based on datafor thefirst half year it seemsthat the number of Israeli employeesrosejust
in those industries which do not have a high intensity of Palestinian workers, and thus was not aresponse
to the reduction in the number of the |atter.

14 The wage per employee post including Palestinians rose by more than this, asthe rate of Palestinian
workers declined sharply. This change in the composition of workers contributed significantly (about 1
percentage point) to therise in the average real wage.
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passed most industries. The hourly wage rose even faster than the real wage per em-
ployee post because the average number of hours worked per employee fell by 2.6
percent (2.2 percent excluding Palestinian workers). However, the wage in the busi-
ness sector did start to react to the slack in the labor market, and in the second half it
dropped by 2.8 percent fromitslevel in the first half. The annual average thus reflects
somewagerigidity, evident in thelagged reaction of thewage to the declinein demand
for labor. Several factors played a part in the rise in the average wage: a 10.2 percent
rise in the minimum wage in April pushed it up, as about 15 percent of wage-earners
earn up to the minimum wage, and it also affected the wage level for those earning
close to the minimum. Nevertheless, the relatively low compliance levels reduce the
effect of the minimum wage on the average wage. The differential between the actual
and the expected rate of price rises when agreements were signed can explain only a
small part of theriseinthereal wagein 2001, especially asthe agreements were meant
to correct the deviation in 2000 of the real wage from that intended. Part of therisein
the real wage may also be explained by the changed composition of employment inthe
business sector—arise in the share of industries paying above average wages.*®

Table 5
The Business Sector: Selected Data, 1990-2001
(percent, in annual terms)
199092 1993-96 1997 1998 1999 2000 2001

Rate of growth of business-

sector product 79 6.7 3.0 29 24 85 -19
Rate of growth of domestic

labor input 5.5 7.4 29 12 4.1 58 35
Civilian labor force 5.0 3.8 29 2.6 35 3.8 2.8
Labor supply? 5.2 4.2 4.0 39 4.3 39 0.7
Nonresidents' sharein the

business-sector 9.0 9.3 14.7 15.0 159 159 135
Rate of increase of gross

capital stock 29 7.3 8.6 85 7.4 7.2 6.6
Rate of increase of total

productivity 31 -0.7 -16 -0.6 -2.6 22 16
Rate of return on gross

capital® 13.7 14.1 12.9 13.2 125 133 10.6

Rate of change of the average
real business-sector wage* 1.6 0.5 34 3.0 36 6.6 33
Labor cost per unit of output

in the business sector -33 22 0.4 0.5 13 -05 55
Changein the real minimum

wage -18 12 4.6 5.4 22 4.9 7.9

aCivilian labor force plus foreign workers plus Palestinian workers.

b Before tax.

¢ Including Palestinian workers.
SOURCE: Based on Central Bureau of Statistics data.

18



THE ECONOMY: DEVELOPMENTSAND POLICIES

Therise in the real wage far exceeded that in productivity (GDP per hour), so that
unit labor cost rose sharply by 5.5 percent (Table 5). Business-sector productivity has
risen by a(nominal) 6 percent ayear in thelast five years, while pay per man-hour rose
by 7.6 percent, so that unit labor cost has risen by 1.7 percent, annual average. Such a
risethusreflects amarked erosion of business-sector profitability and creates aburden
especially at atime of weakened demand, asthisis expected to contribute to areduc-
tion in labor demand, i.e., to afurther rise in unemployment.

5. THE BALANCE OF PAYMENTS

The current-account deficit deteriorated to some extent in 2001, and amounted to $1.7
billion, constituting 1.5 percent of GDP, compared with 1.2 percent of GDP in 2000
(Table 6).1° The increase in the current-account deficit expresses the reduction of the
national saving rate (due to the fall in the public saving rate) alongside a drop—albeit
more moderate—in the investment rate (Table 3). The fall in the public saving rate,
which largely expresses the fall in tax revenues and rise in current expenditure, could
reverse as the country emerges from recession and returns to fiscal discipline. Hence,
even if investment persists at its current rate, assuming that its level aso reflects the
structural and technological changesin the economy, the current-account deficit might
yet fall. Inthe short run, aslong as uncertainty prevails, theimprovement in the current
account may derive from a further decline in investment. In any case, the current-
account deficit in 2001 was less than direct investment by nonresidents and than total
investment by nonresidents, and thus did not serve to increase the external debt, which
was about 4 percent of GDP at the end of the year. In consequence, the balance of
payments did not contribute to the creation of real depreciation in 2001.

The two main factors affecting economic developments—the intifada and the glo-
bal recession (particularly the crisis in the high-tech industry)—also had a adverse
effect on the balance of payments. The rise in the current-account deficit reflects a
steep increase in the deficit on the services account due to plummeting exports of
tourism services and start-ups, and aslight increasein the deficit on the goods account,
reflecting falling exports and imports. There was, however, an improvement in the
factor input account due to the fall in dividends paid to nonresidents and a significant
drop in total wage payments to Pal estinian workers.

Goods exports fell by 8 percent in volume termsin 2001, after rising by an annual
average of 8 percent for nine consecutive years. The decline in exportswas led by the
advanced industries and derived from the crisis in the high-tech industry and the eco-
nomic slowdown inthe US and in many other countries, reflected in the moderation of
world trade. The slowdown in high-tech exports checked structural change, at least

15 The change in the composition of employment in the business sector contributed a rise of 2.4
percentage pointsin thereal wagein thefirst half of the year (compared to the equivalent period in 2000);
most of the change had already been expressed in the form of increased productivity.

16 The discussion below disregards the errorsand omissionsin the balance of payments, which amounted
to $ 2.5 billion in 2001.
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Table 6
Balance of Payments, 1990-2001
($ billion, annual rates)
199092 1993-96 1997 1998 1999 2000 2001

Import surplus 6.1 9.9 10.1 7.5 9.4 8.0 8.1
Current-account (-) -0.7 4.1 40 -14 -30 -14 -17
Implied capital imports® 0.3 5.6 134 33 41 20 16
Capital transfers 0.9 0.8 0.7 0.6 0.6 0.5 0.4
Investment in Israel

by nonresidents® 0.3 35 5.7 4.2 5.6 9.4 32
Direct investment in Israel

by nonresidents 04 0.9 16 18 29 4.4 3.0

Portfolio investment in
Israel by nonresidents -0.1 26 4.1 25 2.7 5.0 0.1
Rise (-) in foreign-

exchange reserves® 0.4 -15 94 -19 -11 06 0.1
Foreign-exchange reserves 6.2 8.6 206 231 232 238 241
Net external debt 17.0 19.8 152 114 10.0 7.4 4.3

ancluding errors and omissions.

b Direct and portfolio investment.

¢ Excluding revaluation gains.

dHeld by Bank of Isragl and central monetary ingtitutions at end of period.
SOURCE: Based on Central Bureau of Statistics data.

temporarily, and these exports amounted to 76 percent of industrial exports, similar to
their share in 2000.

Tourist industry exportsfell to half their level before the intifada. In 2001:1V there
was an additional contraction in tourism, apparently due to the terrorist attacks on the
US and the ensuing war in Afghanistan. The decline in tourism services contributed
about half the total fall in service exports. Exports of start-ups (recorded as exports of
services) were hit directly by theglobal crisisin the high-tech industry, and were virtu-
ally nonexistent.

The economic slowdown led to a 5 percent decline in goods imports in 2001 (at
constant prices). Imports of services (at current prices) rose by 1.3 percent, while im-
ports of factor input services dropped by 35 percent. Morethan athird of the declinein
imports of factor inputs stemmed from the reduction in dividends paid to nonresidents
on profits from transactions involving the sale of start-ups. As the export of start-ups
plummeted to amost nothing, payments of dividends on them also fell. Another rea-
son for the decline in factor input imports in 2001 was the 90 percent drop in wage
payments to Palestinian workers.

Capital flows were also affected by the intifada, which increased the security risk,
as well as by the sharp fal in the Nasdag, making it difficult to go public abroad.
Investment in Israel by nonresidents plummeted by almost 70 percent—from $9 bil-
lion in 2000 to about $3 billion in 2001, while at the same time investment abroad by
residents, which isto a great extent the consegquence of investment in Israel by non-
residents, contracted substantially (Table 6).
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Portfolio investment (shares and convertible securities), which are inherently sensi-
tive to the situation in global capital markets, fell to almost nothing, compared with
investment of $5 billion in 2000. Direct investment fell by 30 percent and amounted to
$3 hillion, slightly above its 1999 level. The decline in foreign-currency sources ap-
pearsto have contributed to the increased flow of credit-taking and slower growth rate
of residents’ foreign-currency deposits in domestic banks.'”

In an economy with an exchange rate that isin effect floating, at least to the extent
that the Bank of Israel refrainsfrom intervening in foreign-currency trading, and where
the government does not manage its foreign-currency accounts via the market, the
current-account deficit of the private sector is by definition equivalent to the private
sector’s capital inflow (including errors and omissions). This means that beyond cov-
ering the current-account deficit, capital flows offset one another. On the basis of de-
velopments in the balance of payments in recent years, nonresidents would appear to
have been the cause of capital inflow, and this was offset by the capital outflow of
residents, in response to the activities of nonresidents and the change in the exchange
rate. This assessment was reinforced in 2001, when plummeting investment in I srael
by nonresidents (by all definitions exogenous'®) brought in its wake an equivalent
drop in capital outflow by residents. Direct investment abroad by residentsfell by over
50 percent in 2001, and amounted to $1 billion, their investment in foreign securities
faling particularly steeply—by 90 percent—and amounting to a paltry $200 million.

6. MONETARY POLICY AND DEVELOPMENTS, PRICES, AND THE CAPITAL
MARKET

The Consumer Price Index (CPI) rose by 1.4 percent in 2001—Iess than the annual
inflation target range but within the range defined as price stability (Table 7). The
development of prices during the year was not uniform: in thefirst half of the year the
CPI rose by 1.1 percent, while in the second half it remained almost unchanged, asthe
increase in 2001:111 was amost completely offset by the decline in 2001:1V (Figure
24). Thedlowing of both actual and expected inflation during the year derived from the
deepening economic slowdown and the exchange-rate path; the exchangerate, in turn,
was affected by the widening interest-rate differential between the local- and foreign-
currency segments that resulted from the accel erated interest-rate cuts announced by
the US Federal Reserve. Thelow level of activity moderated the effect of the exchange
rate on prices, however, as was also evinced in the 1.9 percent decline in wholesale
prices despite the local-currency depreciation.

Monetary policy continued to focus on attaining the inflation target while maintain-
ing stability, and was expressed in the continued, gradual, and almost constant reduc-
tion by the Bank of Israel of itskey interest rate (Figure 2b). In the course of 2001 the

7 Thesetransactions arerecorded only indirectly in the balance of payments, through thebanks’ activities
abroad.
18 |n other words, not connected with residents’ foreign-currency transactions.
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Table 7
Indicators of Price Developments, 1990-2001
(percent, annual terms)
1990-91 1992-95 1996 1997 1998 1999 2000 2001

Year-end
CPl 17.8 10.8 10.6 7.0 8.6 13 00 14
CPI excl. housing 14.8 9.2 9.8 6.8 8.6 20 06 04

CPI excl. housing, fruit &
vegetables, clothing &

footwear 15.6 9.5 10.5 7.8 85 22 09 04
Wholesale price index 13.6 9.0 7.0 59 8.2 35 20 -19
Exchange rate against

currency basket? 11.4 85 30 37 206 25 63 37
Exchange rate against

dollar 8.9 7.8 5.0 79 180 04 26 438
Average
CPl 18.1 11.3 11.3 9.0 54 53 11 11
CPI excl. housing 145 9.7 9.9 84 53 60 20 04

CPI excl. housing, fruit &
vegetables, clothing &

footwear 15.9 9.9 10.5 8.9 6.0 63 22 03
Wholesale price index 13.8 9.2 8.6 6.3 4.2 71 36 -01
Exchange rate against

currency basket 11.4 8.6 35 43 9.6 83 47 14
Exchange rate against

dollar 9.0 7.3 5.9 82 102 89 -15 34
Real exchangeratein

export terms® 5.4 2.6 35 31 00 11 33 -12
Real exchangeratein

import terms® —-6.5 -18 -60 64 -28 02 -12 -15
Terms of trade? 13 -0.8 26 35 30 09 22 03

a Average of last month of period vis-a-vis average of last month of preceding period.

b Ratio of export prices excluding diamonds to deflator of business-sector product including
residential services.

¢ Ratio of import prices excluding diamonds to deflator of business-sector product including
residential services.

d Import-export price ratio excluding diamonds.

SOURCE: Based on Central Bureau of Satistics data.

central bank lowered the interest rate from 8.2 percent to 5.8 percent (in December),
against the backdrop of the persistent reduction in inflation expectations derived from
the capital market. In September and October, after continuous interest-rate cuts since
the beginning of the year, inflation expectations and the Bank of Israel’sforecastsrose
to the vicinity of the upper limit of the inflation target for 2001, and it looked asiif the
trend change was expected to persist; as a result the interest-rate cuts were halted
temporarily, and were renewed in November, when forecast and expected inflation
declined again. The economic slump, expressed in the fall in business-sector product
and the widening output gap—the full extent of which transpired only towardsthe end
of the year (Figure 3a)—appears to have moderated the rate of price increases vis-a-
vis expectations, so that the rate of price increases was below the inflation target. In
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view of theintensity of the external shocks, it is doubtful whether amore expansionary
monetary policy could have significantly offset the resultant slowdown in activity.
M oreover, the maintenance of stability, expressed in the gradual and measured reduc-
tion of interest, yielded stability in the financial and foreign-currency markets (ex-
pressed in relatively low exchange-rate fluctuations and adherence of expectations to
the sphere of price stability), which isby no means self-evident given the rapid widen-
ing of the budget deficit and the external and domestic economic shocks.

The continued interest-rate reduction was accompanied by the rapid expansion of
the liquid monetary aggregates, including the narrow money supply, M1 (Figure 3b),
but sincein aregime of inflation targets the money supply is determined endogenously,
the greater demand for liquidity may be temporary, due to the security uncertainty or
the reduction of nominal interest to arelatively low level and of real interest to arate
bel ow that consistent with long-term equilibrium. In view of the economic slowdown,
the increasein the money supply does not at present imperil price stability, although it
may congtitute an indication that once the economy returns to full employment the
interest rate required to maintain price stability may be higher if thereisno significant
changeinthefiscal stance. It isnonethel ess reasonabl e to assume that when a situation
of price stahility has prevailed over time the ratio of the money supply to GDP will be
higher at equilibrium than in the past.

In the context of the deep recession, towards the end of the year the government
decided to revise the growth forecast on which the budget was based, reducing it sub-
stantialy (in relation to the original proposal) while undertaking to return to a declin-
ing deficit path. A package of measures was agreed on, including an exceptional 2
percentage-point interest-rate cut by the Bank of Isragl, and severa structural meas-
uresin the financial markets. These included removing the ceiling on the issuance of
Treasury bills, which is expected to increase the Bank of Isragl’s flexibility in imple-
menting monetary policy and help in devel oping the extra-bank money market; raising
the ceiling on investment abroad permitted to institutional investors, and announcing
its aboalition at the end of the year—a step that completes the liberalization of the
foreign-exchange market (although the tax rates still discriminate between domestic
and foreign markets); flattening the lower limit of the exchange-rate band and reduc-
ing it by one percent, thereby serving (to amoderate extent) to make the exchange-rate
regime moreflexible. The assessment was that in these conditionsit would be possible
to maintain price stability with alower interest rate. After the exceptional interest-rate
cut, however, local-currency depreciation accel erated and inflation expectations rose,
though remaining within the limits of the inflation target for 2002 until the end of
January. During February, against the background of the intensification of security
incidents and the approval of the 2002 budget which, according to assessments, is not
consistent with the deficit target, the accelerated depreciation persisted and inflation
expectations continued to rise beyond the range defined as price stability.

Red short-term interest, which is derived from the differentia between the rate an-
nounced by the Bank of Isragl and inflation expectations, declined from about 7 percent at
the beginning of 2001 to around 4 percent in December, and to approximately
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Figure3
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0 percent at the beginning of 2002. Real long-term interest and the yield on long-term
bonds a so declined during the year, in contrast with their trend in recent years, abeit
at aslower rate, and in mid-year the declining trend that had characterized them in the
first half—up to the steep interest-rate cut at the end of December—was checked. This
interest rate, the level of which is measured from the yield on government bonds (for
nine years) declined from 5.8 to 4.4 percent during the year (Figure 2c), and after a
dlight dip in December it climbed again at the beginning of 2002 (after the budget was
approved). Long-term interest was influenced by the weaker demand for investment
and the reduction of short-term nominal interest in the framework of monetary policy,
on the one hand, and increased government borrowing, on the other. Net borrowing to
finance the budget deficit was expressed in theissue of negotiabl e bondsto the amount
of NIS 12 billion, compared with the planned issue of only NIS 4 billion. Furthermore,
the government also used its deposit at the Bank of Israel, amounting to NIS 5 billion,
to finance the deficit. As aresult of these devel opments, even after the steep interest-
rate cut by the Bank of Israel at the end of December, thefall ininterest on government
bonds was relatively small. The development path of real long-term interest was also
reflected by the decline in mortgage interest, which was checked in the middle of the
year and fell once more after the December interest-rate cut.
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The deepening recession, expressed in the accelerated decline of business-sector
product, was reflected in the falling inflation rate despite the 5 percent local -currency
depreciation during the year.?® In view of the sump, expressed inter aliain the financ-
ing difficulties experienced by many firms, the reduction of real interest during the
year was very important. The intensity of the slowdown impaired the ability of expan-
sionary monetary policy to stimulate economic activity, however, because of the rise
in credit risk due to the reduced ability to repay loans. The increase in thisrisk, which
moderated the efficiency of thereal interest rate as a channel for stimulating real eco-
nomic activity, served to underline the significance of the exchange rate as a channel
for stimulating economic activity by contributing to real depreciation.

After the steep interest-rate cut at the end of December, there was sharp local-cur-
rency depreciation, and the objective of policy was to maintain the depreciation with-
out undermining stability, which would oblige the Bank of Israel to raise the interest
rate again. Whether this succeeds depends on both monetary and fiscal policy. Loose
monetary policy together with adherence to fiscal restraint could serve to sustain real
depreciation, especialy if the path of wages does not erode depreciation.

In 2001 the capital and money markets were affected by both the domestic and the
global economic sSlump, the crisisin the capital markets—and in the USin particular—
andtheinterest-rate cutsin I sragl and el sewhere. For most of the year—until 2001:1V—
demand for finance did not decline, and there was no fall in the supply of finance from
financial intermediaries either. Consequently, the extent of finance raised from finan-
cia intermediaries—the banks, the stock market, venture capital funds, and from
abroad—remained similar to that in 2000. The share of capital raised in stock markets
fell in view of the crisisin the capital markets, which in effect increased the price of
thiskind of financing, and the share of banking financerose, asitscost declined (asdid
the cost of the tradable debt), dueto thefall in (short- and long-term) interest this year.
These changesin the composition of the financing of economic activity in 2001 led to
the reversal of some of the trends evident in the last few years—primarily the down-
ward trend in the share of banking finance that had prevailed until 2000 and therisein
finance from foreign investors. Thus, offerings on US stock markets fell to a third of
their level in 2000, offerings on European stock markets ceased altogether, and capital
raised viaventure capital funds plummeted (although it wastwice asgreat asin 1999).
Note that offsetting the decline in the supply of sources from extra-bank financial
intermediaries by the banking system for most of the year softened the impact of the
crisis in the capital markets on economic activity. This development transferred the
risk to the banking system, however, and was expressed in the deterioration of the
quality of bank credit. In 2001:1V finance available to the private sector—especially
from the domestic banking system—declined (alongside a fall in direct credit from
abroad). This devel opment appearsto reflect areduction in the supply of bank sources

19 December 2001 average exchange rate vis-avis December 2000 average exchange rate.
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(rather than in the demand for credit), and this could hold firms back in the future.
Nevertheless, as the Bank of Israel’s Companies Survey for 2001:1V shows, at this
stage the credit constraint was not the main obstacle to the expansion of activity in any
principal industry, as the demand constraint was far more important.

Table 8
Monetary Indicators, 1990-2001
(percent, annual rates)

1990

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
M12 258 237 188 39 159 132 120 96 110 141
Nondirected credit? 337 449 280 21.3 246 191 161 16.7 131 109
Nominal Bank of Israel
interest rate 149 119 137 158 164 147 125 128 97 7.0
Expected inflation 146 90 129 100 112 91 61 51 26 19
Nominal interest on
SROs (CDs) 121 97 116 133 138 122 103 10.7 80 56

Nominal interest on non-

directed credit in NISP 244 163 174 202 20.7 187 16.2 163 128 100
Average currency-basket

interest rate® 75 45 46 53 46 49 49 45 55 36
Real yieldon5-yearbonds 19 30 31 43 46 41 51 56 60 49
Real Bank of Israel

interest rate? 03 25 18 53 47 52 62 75 71 51
General Share-Pricelndex® 53.0 42.3 -385 148 -16 361 29 657 05 -6.9

aRisein annual average. M1 = cash in the hands of the public plus demand deposits. From 1996
this includes mortgage banks.

b 12-month inflation expectations estimated from the capital market, assuming full tax exemption.

¢ Based on 3-month Libor rate.

d Until 1997 daily average of effective marginal interest on monetary loan at quota; from 1998
average of effectiveinterest at daily auction of banks depositsin Bank of Israel lessinflation expecta-
tions for 12 months, as derived from capital market.

¢ Index of al shares and convertible securities, rate of change during the year.

SOURCE: Based on Central Bureau of Statistics data.

The growth rate of the public’sfinancial asset portfolio was lower in 2001 than the
annual average in the previous decade, because of macroeconomic developments. The
long-term trends evident in the composition of the portfolio in recent years—adecline
in the share of long-term assets and continued rise in that of unindexed short-term
assets—persisted in 2001, despite the reduction of the short-term interest rate. Be-
cause since 2001:111 the reduction of the real short-term interest rate has accelerated,
however, falling below the long-term rate, a trend reversal can be expected in the
growth of the share of short-term assets in the public’s portfolio.

The implementation of the reforms of the capital and financial markets and the
liberalization of the foreign-exchange market that have been under way for the last
fifteen years continued in 2001, and in that framework it was decided to persist with
the removal of restrictions on the activities of some institutional investors. At the end
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of 2000 new regulations regarding investment by insurance companies went into ef-
fect, and during 2001 the Treasury submitted aproposal for introducing similar changes
intherestrictions on the activities of provident funds planned for mid-2002. These two
changes in effect completely remove most of the limitations on investment by these
entities, replacing them with prudential standards. Although the abolition of restric-
tionsisan important step towardsfinancial deregulation, the proposal regarding provi-
dent funds does not come to grips with other problems associated with the activity of
institutional investors, first and foremost the banks' overwhelming control in manag-
ing the funds, which creates concentration in the money and capital markets and raises
concerns about conflicts of interest.

The new regulations regarding investment by the insurance firms which went into
effect in October 2000 enable these firmsto invest abroad up to 5 percent of the assets
of profit-sharing lifeinsurance schemes, and asaresult 1.1 percent of insurance firms
assets ($350 million, 50 percent of it in securities of Israeli companies traded abroad)
wasinvested abroad in 2001. Theresulting profits of theinsurancefirms (capital gains,
dividends, and interest) are tax-exempt. This is not the case with regard to profits
abroad of provident and mutual funds; these, in contrast with their profitsin Israel, are
liablefor taxation at 35 percent of thereal profit, and thisisthe main reason for the low
level of these funds’ investments abroad.

The gradual opening up of Israel’s economy and the removal of all the restrictions
on the entry and exit of capital—a process which began in the late 1980s—was con-
cluded at the end of 2001 with a package of measures, announced in December. These
determined that henceforth the ceiling on investment abroad by institutional investors
would be raised to 20 percent of their total assets, to be removed completely at the end
of 2002. The process of opening up the economy was accompanied by the removal of
all therestrictions on foreign investment in domestic assets. Once the process of liber-
alizing the capital account is completed, the distortionsin the tax laws remained to be
corrected by bringing the taxes on gains from domestic and foreign assets, in Israel
and abroad, into line with one ancther.

One of theresults of the reform in the money and capital marketswas the disappearance
of non-negotiable earmarked government bonds from the portfolio of the provident funds
in 2001. The background to this was the decision, made in 1986, to cease issuing new
earmarked bondsfor provident funds, and thishasledinthelast few years, including 2001,
to arisein the share of convertible assets, asthe funds diverted new deposits and receipts
from the redemption of old earmarked bonds to purchasing other assets. At present the
government iscommitted to issuing bonds only for the old pension funds, andto asmaller
extent (70 percent) to new pension funds (opened in 1995), aswell astoyield-ensuring life
insurance plans (which were closed to new membersin 1991, when it was decided that
profit-sharing insurance plans would be opened).
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7. POLICY AND OBJECTIVES FOR THE NEXT FEW YEARS

The main policy target for next year and those to come is to restore the economy to a
path of sustainable growth enabling employment to grow and unemployment to fall
while maintaining economic stability, including the continued bolstering of price sta-
bility and the improvement of the balance of payments. All this must be achieved
while contending with the problem of poverty, which has been exacerbated in the last
few years, inter alia because of low labor force participation rates.

The deepening recession at atime of domestic and external shocks, together with
the rise in the unemployment rate, confronts policy-makers with the challenge of cre-
ating the conditions which will stimulate economic activity and prevent the aggrava-
tion of the slump, on the one hand, and prepare the economy to return to a path of
sustainabl e growth once the storm has passed and world markets recover, on the other.
A macroeconomic policy mix that is consistent with these objectives involves some
loosening of monetary policy while maintaining price stability, alongside tight fiscal
policy. This mix, which will enable price stability to be maintained with a relatively
low interest rate, could serveto generate real local -currency depreciation, which would
stimulate the activity of industries producing tradables, particularly for export. It is
necessary to cope with the protracted fall in total productivity in order to attain Israel’s
growth potential, and this requires accelerating the implementation of structural re-
formsintended to increase efficiency and competitiveness, reducethe size of the budget,
thereby easing the tax burden and enabling far-reaching changesin its composition.

To enable Israel to become more fully integrated into the globa economy, as the
process of liberalizing capital flows is completed, policy-makers must also focus on
economic stability, because exposure to capital inflow and outflow accords advan-
tages but also makes the economy more vulnerable, exposing it to shocks and crisesin
the global economy and to the sharp response of the marketsto policy not perceived as
credible. Despite the indications, which have increased recently, that fiscal restraint is
being relaxed, the players in the capital and money markets, including the interna-
tional rating agencies, are still expressing confidencein Israel, asreflected intherela-
tive stability of the financial and foreign-currency markets, and the absence of change
in Isragl’s credit rating. The persistence of this stability is not assured, however; it
depends on returning to a path of fiscal discipline and declining deficits and debt as
well as on maintaining price stability. Commitment to a responsible long-term
macroeconomic policy ismore important than ever at present, when uncertainty in the
global economy and the geo-political environment is greater than it has been
for along time.

a. Fiscal policy

Responsiblelong-term fiscal policy requires close adherenceto the deficit target deter-
mined by the government for 2002, 3 percent of GDP? and continued compliance

20 After adjusting for the belated receipt of American civilian aid, the deficit target for 2002 should be
2.5 percent of GDP.
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with the declining path to reach 1 percent in 2005. On the basis of current assessments
of the growth rate in 2002, it is reasonable to assume that the target for the year will
necessitate sweeping expenditure cuts beyond the extent in the budget approved by the
Knesset. It is particularly important that the adjustment of the budget be implemented
on the (current) expenditure side and not by increasing the tax burden, as the latter
would signal that the departure from the declining deficit path was not temporary,
thereby hampering the economy’s return to a growth path. An initial analysis of the
2002 budget (based on an updated forecast of economic growth in 2002) indicates a
planned real 4 percent increase in expenditure and an expected deviation of 1-2 per-
cent of GDPfrom the deficit target if corrective steps are not taken during the year. The
risk of a deviation is great partly because most of the budget reserves have already
been allocated. Early identification of the deviation from the target set will be possible
by deploying the monitoring mechanism decided upon by the government but not yet
implemented. Moreover, attaining the deficit target set for 2003 will require a con-
certed fiscal effort evenif the economy returnsto arelatively high growth rate, mainly
because some of the adjustments made in the 2002 budget are temporary. In thelonger
term continued progress towards the fiscal norms accepted in advanced economies
depends on significantly curtailing therisein public sector expenditure, expressedin a
decline in the share of public expenditure in GDP, which is a precondition for easing
the tax burden.

When it comesto the composition of government expenditure, the trendsthat do not
support a return to sustainable growth persisted and were even exacerbated in 2001.
The share of current expenditure, especially transfer payments, in total expenditure
rose. This development is expected to continue in the 2002 budget, 93 percent of the
increaseinwhichisin current expenditure, and only 7 percent ininvestment. The 2002
budget also includes tax hikes. In order to support the return to a growth path the
composition of expenditure must be changed, and the share of infrastructure invest-
ment enlarged. Such investment will contribute to growth by serving to increase busi-
ness-sector productivity. Investment in the transport infrastructure—where the accu-
mulated backlog is assessed at 10 percent of GDP—especially in mass transportation,
will both bring the periphery closer to the center and reduce unemployment, which is
particularly high at the periphery, by reducing the dependence of outlying towns on
nearby factories. It will also aleviate road congestion in the Tel Aviv metropolitan
area. Non-budgetary investment in the transport infrastructure grew significantly in
2001 with the acceleration of work on the Cross Isragl Highway that is being built at
the initiative of the government but with private finance (in conjunction with govern-
ment insurance), and is expected to be high in 2002, too. The Treasury intends to
increase non-budgetary infrastructure investment, using the BOT and PFI systems,?*
which could lead to arisein infrastructure investment due to the greater efficiency of
the private sector in implementing projects. However, the long-term budgetary impli-

2lUnder the BOT (Build, Operate, Transfer) system, the business-sector developer initially buildsand
developstheresource, and later transfersit to the government; the PFI system involves privately financed
investment, with services that are then purchased by the government.
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cations of this (including government guarantees) must also be taken into account and
given clear and transparent expression in the budget.

Therea—13 percent—risein transfer paymentsin 2001, further to the annual aver-
age 7 percent increase in the preceding five years, reflectsthe rise in the real wage to
which most benefits arelinked, the rapid and continued expansion of the population of
recipients of benefits, the marked increase in child alowances from the fifth child in
accordance with the ‘Halpert Law’ which went into effect in 2001, and the rise in
disabled persons’ benefits. Those benefits, which replace labor income, alongside vari-
ous other benefits (reductions in rates, rent subsidies, and reductions in payments for
various services), make the alternative of not working and living on benefits more
attractive, raise the reservation wage, and encourage exit from the labor force. This
servesto constantly increase the budgetary burden of these benefits, which will even-
tually necessitate raising tax rates, thereby further diminishing the incentive to work.
The required reform of transfer payments must therefore aim at reducing the negative
incentive to work embodied in them and at putting a stop to the growing budgetary
burden they involve.

Theincreasein the real wage in the general government sector is affected by wage
drift mechanisms, including promotion rates and wage hikes due to seniority, which
were intended to prevent erasion of the real wage at atime of rapid inflation, and are
not appropriate for an environment of price stability. These are among the main factors
responsible for the difficulty in curbing current budgetary expenditure. Adjusting the
structure of general government wagesto a situation of price stability isrequired both
to strengthen the link between labor productivity and wages and to provide greater
budgetary control.

The rise in the tax burden in 2000, and the fact that it remained at a level of 41
percent of GDPin 2001, combined with the government’s decision in the 2002 budget
toimpose an additional tax on high incomes, constitutes aretreat from the desired path
of easing the tax burden, which is needed in order to stimulate the return to GDP
growth. Without significantly easing thetax burden it will bevery hard for the economy
to attain its growth potential, and the incentive to transfer business activities to coun-
tries with a more accommodating tax structure, in particular, and business environ-
ment, in general, will persist.

Implementing the reform of the tax system with regard to the composition of taxes
isof crucial importance; thiswill widen the tax base by annulling the tax exemption on
income from capital-market gains, reduce the tax on labor, especialy for medium-
income groups, and reduce the distortions arising from discrimination in tax rates on
different investors and investment channels. All this must occur while maintaining the
progressive nature of the tax system, in view of the social aim of reducing income
inequality. (A first step towards reforming the tax system could be to unify tax rates on
interest income from all sources, keeping it revenue neutral.)

A large part of the government’s expenditure, on both social services and benefits,
is affected directly by demographic trends. According to these trends, which relate
solely to shiftsin the age-structure of the population (and not to expected changesin
the relative share of groups which tend to rely on transfer payments), and on the basis
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of therules currently in place as regards the allocation of benefits and expenditure on
health and education services (including the trend towards the higher relative price of
these services), the demographic change expected in the next 20 yearswill increase the
share of public expenditure on social services and transfer payments by over 4 per-
centage points. Moreover, the demographic shifts are themselves influenced by the
structure of benefits: the composition of the child allowances according to which the
benefit increases from the fourth child, and especially after the fifth, contributes to
increasing the share of large families in the popul ation, and even more so that of such
families with no or only one wage-earner, which rely to a growing extent on child
benefits and other transfer payments. This trend increases poverty rates within the
population, as well as the tax burden of the transfer payments. Long-term budgetary
planning must therefore take the demographic processes and their extent, as well as
their effect on the structure of benefits, into account.

b. Monetary policy developmentsand the reform of the money and capital markets

Monetary policy will continue to strive to foster price stability, while maintaining fi-
nancial stability. The removal of the ceiling on the issuance of Treasury billswill give
the Bank of Israel greater flexibility in deploying the instruments at its disposal in
order to implement monetary policy, and will contribute to creating the infrastructure
for an extra-bank money market which will also serve to make monetary policy more
efficient. Inthelonger run, asreal economic activity revives and GDP growth picksup
and approaches its potential, monetary policy will face the challenge of maintaining
price stability while converging towards interest rates similar to those in the advanced
economies. The ability to meet the challenge depends not only on monetary policy but
also on restoring fiscal discipline.

According to the experience of countries in which monetary policy is administered
within aframework of inflation targets, aswell as|sragl’s experience over the last few
years, the lags with which monetary policy has an effect hamper the attainment of
calendar-year targets, and on occasion it can require a sharp interest-rate response to
shocks that occur towards the end of the year. A response of thiskind is not consistent
with the maintenance of stability, however. The attempt to meet calendar-year targets
sometimes al so requires steep interest-rate responses to one-off price shifts which do
not constitute an ongoing change in the inflation rate. Consequently, with the transi-
tion to afixed target of maintaining price stability, it is advisableto interpret the target
in an ongoing and flexible way, allowing for temporary short-run deviations from the
range defined as price stability. This interpretation of the price-stability target will
obviate the need to make sharp interest-rate shifts in response to transient develop-
ments solely to meet a calendar-year target.

Flattening and lowering the lower limit of the exchange-rate band contributesslightly
to making the exchange-rate regime more flexible by reducing the probability that the
rate will reach the lower level of the band and oblige the Bank of Israel to intervenein
the foreign-exchange market. It would be advisable to abolish the band in the futurein
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order to avoid a potential clash between the obligation to defend its borders and the
need to maintain price stability.

Raising the ceiling on investment abroad by institutional investors, and abolishing
it at the end of the year, as was decided in December in the framework of the package
of measures, represent the last stage of the liberalization of capital flows. In order to
complete the process and make it more effective it is necessary to amend tax legisla-
tion, bringing tax rates on similar channels for similar terms and in Israel and abroad
into line with one another

The almost complete control of the banks over the provident and mutual funds cre-
ates concentration in the money and capital markets and gives rise to concern regard-
ing conflicts of interest; it is therefore desirable to act to reduce it. The change will
contribute to developing an extra-bank system of financia intermediation, which is
currently extremely limited. Encouraging the development of a market for short-term
commercial paper can also contributeto this. In addition, rescinding the restrictionson
the investment structure of institutional entities, some of which have already been
implemented, will serve to deepen the extra-bank money market.

The reform of the pension system is required both in order to enhance welfare and
to foster the capital market. Since only 60 percent of wage-earners have pension insur-
ance, and the rateisfar lower among those earning low wages,? legislation regarding
a state pension should be introduced, expanding pension coverage for wage-earners
and the self-employed up to a given level of income, channeling pension fundsto the
capital market, and ensuring actuarial balance for the old-established funds. It is also
necessary to introduce aplan to amend the actuarial deficit of the old-established funds.
Funds based on earmarked bonds should be closed to new members, so that their pen-
sion savings are channeled primarily to the domestic capital market. At present the
business sector cannot compete with the government’s earmarked bonds, which are
alocated to the pension funds and bear a high interest rate. Note in this context the
transfer from unfunded to funded pensions for new general-government sector em-
ployees, in accordance with the Economic Arrangements Law recently passed by the
Knesset. It is important to ensure those employees join funds which are actuarialy
balanced and invest the pension funds in the capital market. A reform of this kind will
make pension savingsthe main long-term savings pathin Isragl, devel oping the capital
market and expanding pension coverage to the entire working population.

c. Palicy intended to expand employment, and other structural reforms

The steep rise in unemployment in 2001 due to the economic slowdown—after rising
continuously—and the steady declinein labor force participation rates, mainly among
personswith few years of education and in the peripheral areas, meansthat aconcerted
effort must be made to deal with labor-market problems. The low participation rates

22 SeeE. Terkel and A. Spivak (2001), “Pension Coveragein Isragl,” Economic Quarterly 3, (Hebrew).
According to the data presented there, the pension coverage rate for the lowest decile is about one third,
rising gradually to 82 percent for the highest decile.
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are among the principal reasonsfor |srael’srelatively high poverty rate and the failure
to attain the country’s growth potential. The effort to increase the participation rate
must include steps to improve the skills of persons with few years of education and
adapt them to the changing labor market, such as reducing the negative incentive for
labor-force participation embodied in transfer payments, easing wage rigidity in the
business sector, and cutting the number of foreign workers.

Improving individuals human capital in the short run by an efficient system of
vocational training, and in the longer run by enhancing the education system, could
contributeto raising labor productivity and individuals' earning potential, and henceto
increasing the relative worthwhileness of going to work and the chances of finding
work. Enhancing the public education system is the key to equal opportunity in the
labor market; consequently, in determining education policy, the government should
also take into account the effect this has on employment potential and unemployment,
giving priority to improving the level of education among the weaker segments of
society by differential budget allocation.

The transfer payments policy currently prevailing embodies a negative incentive
for participation and employment, serving to reduce the relative worthwhileness of
labor and rai se the reservation wage. Part of the problem stems from the fact that most
of the transfers are contingent on not working or on a very low income, so that the
reward for work at low wage levelsis very small. In order to contend with thisissue,
government policy should focus on tighter impoasition of employment tests, on the one
hand, and on changing the alied structure of transfers and benefits, so that going to
work will involve a smaller loss of benefits, on the other. Note, however, that the
system of transfer payments plays an important role in reducing income inequality,
and that some of them (e.g., unemployment benefit) are less generous than isthe rule
in advanced economies.

Making employment and wages more flexible could cause the |abor market to adapt
totheleve of activity morerapidly and efficiently, helping to reduce the natural unem-
ployment rate in the medium and long run. Although Israel’s labor market is more
flexible than those of many European countries,?® most of itsincreased flexibility de-
rives from greater employment flexibility (e.g., due to the expansion of employment
via employment sub-contractors and individual contracts), while the mechanism for
determining wages is till relatively rigid, and is expressed in the marked lag in the
response of wages to changes in the demand for labor. In order to increase wage flex-
ibility and tighten the relation between it and labor productivity, the linkage between
wages in different sectors and industries should be altered. The system of linking the
minimum wage should also be changed, so that it isless influenced by wage-hikes of
specific groups when the labor productivity of the low-wage group does not increase.
Note that with regard to unemployment pay, the rate of unemployed persons receiving
unemployment benefit has risen over time, and that despite its relatively low replace-

2 Yael Artstein, (2001) “Labor Force Flexibility,” in From Government Intervention to a Market
Economy: Israd’s Economy, 1985-98, Articles in Memory of Michael Bruno, edited by A. Ben-Bassat
(Hebrew).
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ment ratio, it has contributed significantly to the deviation of wagesfrom equilibrium
and the increase in the natural unemployment rate.?* Policy should, therefore, focus
on rigorously implementing an employment test rather than on making criteriamore
stringent or reducing the level of unemployment benefit.

In order to increase employment of Israelis the policy of limiting permits for for-
eign workers should be implemented, and the labor laws should be applied to them
too, thereby making it less worthwhile to employ them. Imposing a levy or tax on
employers of foreign workers could aso help in this respect. There is aso room to
consider granting permitsto individual workersrather than to employers. Thiswould
reduce foreign workers' dependence on employers, prevent their exploitation, and
help to make it less worthwhile to employ them. Enforcement of the law concerning
illegal workers and their employers should also be intensified. The policy measures
and reforms proposed for the labor market will serve to increase the labor force par-
ticipation rate, i.e., to enlarge the number of persons supporting a household, and
hence to reduce poverty rates.

Another areain which policy measures could help to bring the economy to agrowth
path isthat of structural reforms, including the privatization process which servesto
enhance competition. Progressin this areawas minimal in 2001, and decisions were
even made in the opposite direction—the decision by a private devel oper not to pro-
ceed with the Jubilee Port and the decision not to split the Haifa and Ashkelon ail
refineries into separate and competing units, in contrast to the recommendations of a
professional committee. Reformsin this area, especialy asregardsthe infrastructure
(transport, the land phone system, fuel, gas, and electricity), will serve to increase
competition, lower costs, and accelerate economic activity.

2 Y, Lavi and N. Sussman, (2001) The Determination of the Real Wage in the Long Run and its
Changesin the Short Run: EvidencefromIsrael, 1968-98, Bank of Israel Research Department Discussion
Paper 2001.4.
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